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Since the early 1990s, real estate investment trusts, or
“REITs,” have become the focus of a growing portion of
both the U.S. capital markets and the real estate section of
the national economy. Yet, despite REITs’ relatively rapid
growth, heightened popularity and publicity, some business and legal commentators occasionally seem to view
REITs with a mix of skepticism and uncertainty. This may
stem partly from misunderstandings, combined with the
relative complexity of REITs and the equally relative scarcity of easily accessible and understandable information
about what these unique business entities really are, how
they are formed, and how they operate.

capitalize on third-party managers to run their properties
were not very satisfactory. Also, other aspects of the Code
then in effect, which permitted investment vehicles like
limited partnerships to take significant interest and accelerated depreciation deductions, and “paper” losses and tax
credits encouraging highly leveraged tax shelters, provided
much more favorable tax benefits to many potential investors than what REITs could provide at that time. These
were factors which also discouraged more active investments in REITs.
Furthermore, very early on in the development of the
REIT industry—due to REITs’ needs for ongoing access
both to equity capital and debt to maintain the financings
necessary for a steady stream of property acquisitions—it
was realized that REITs would be particularly affected both
by interest rate increases and by the “risk-rewards” analysis by which investors tend to seek safer investments when
they can receive comparable returns on more “secure” fixed
income investments. The recessionary cycle of the 1970s,
characterized by the period’s “stagflation” and spiraling
interest rates, crippled the existing REITs’ ability to maintain steady growth through affordable acquisitions of properties. These economic conditions placed a damper on
the REIT industry at large: first, by crippling mortgage
REITs -- which tend to be particularly vulnerable to such
conditions-and then, by attribution, equity REITs. As a result, REITs became a less attractive investment vehicle for
many years to come. Additionally, many of the original
REITs had excessively leveraged themselves into indebtedness, at rates approaching 70% or more of their equity,
and these could not weather the decade’s economic storms.
Few of the original REITs formed after the passage of the
1960 REIT laws remained in the wake of this period, which
marked what has been to date the nadir of the REIT
industry’s fortunes.

This primer is intended to help redress that situation. It
is intended to provide a “plain English” introduction to
REITs; to the tax aspects that make them such an attractive
vehicle for real estate operators, property sellers, and stock
investors; to the various forms of REITs and how they differ; to the key formation and securities law issues affecting all REITs; and to some selected operational and accounting issues that play their respective parts in the “care
and feeding” of REITs on an ongoing basis.
I. REITs: An Overview
A. What, Exactly, Is a REIT?
Real estate investment trusts (“REITs”) are, in essence,
financial vehicles that allow investors to pool their capital
for participation in real estate ownership or mortgage financing, while providing those investors with the benefits
of many of the tax advantages available to larger and more
sophisticated investors and businesses who can afford to
invest directly in real estate and the benefits stemming
from professional management of a highly diversified
portfolio of real estate assets. Hence, REITs can generally be thought of as being a kind of business enterprise
that is analogous to a mutual fund for real estate investments. More than 300 REITs existed with total estimated
assets in excess of $310.7 billion at December 31, 1998,
of which date 210 were publicly traded.

The Tax Reform Act of 1986 (the “1986 Act”) provided
the first impetus for a revival of the REIT industry at large.
Although certain Congressional amendments enacted in
1975 and 1976 had already eased the harshness of some
of the original REIT law’s provisions, the popularity of
REITs as an investment vehicle increased after the passage
of the 1986 Act for three crucial reasons. First, the 1986
Act placed severe limitations on the ability of partnerships
to generate tax losses for their investors. Second, the 1986
Act’s repeal of the accelerated depreciation methods that
were previously applicable to real estate caused many real
estate-oriented investors to focus on income-oriented investments. Together, these changes stripped away both the
ability to claim paper losses and the advantages offered by
tax shelters predicated on such losses. Finally, the 1986
Act relaxed some of the earlier, even more rigorous tax
qualification tests applicable to REITs under the original
1960 REIT tax legislation. REITs were now able not only
to own, but also to manage and operate, most (but, as will
be seen, not all) kinds of income-producing properties.

B. A Brief History of REITs
The first REITs were created in response to federal REIT
legislation enacted in 1960. This legislation’s goal was to
enable small investors to pool their wealth in a single business enterprise, thereby collectively improving their access to investments in larger income-producing commercial real estate programs -- an opportunity hitherto largely
unavailable to the average small investor. (In fact, the 1960
Internal Revenue Code (the “Code”) additions creating favorable tax treatment for REITs were largely patterned after the Investment Company Act of 1940.) The passage of
this first REIT legislation led to an early proliferation of
REITs through the 1960s and into the early 1970s. Nevertheless, the overall growth of the REIT industry at this
early stage was somewhat slow, for several reasons.

Since the early 1990s, there has been a veritable boom
in REITs, including what will be explored in Part III, “A
Surfeit of Choices: The Specialized REITs” below as
UPREITs, DOWNREITs, paired-share, paperclipped and

First, the early REIT laws prohibited REITs from operating or managing property that required the engagement
of third-party managers, and the early REITs’ efforts to
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stapled REITs. As will be discussed, the unique advantages
offered by the UPREIT model, and the significant differentiation provided by REITs from real estate limited partnerships (see Appendix F) in the wake of several notorious real estate syndication failures of the late 1980s, helped
precipitate a renaissance of the REIT industry in the 1990s.

D. The Primary Types of REITs

REITs -- particularly the publicly-traded REITs -- generally provide investors with liquidity, diversification, security, and performance in at least five ways.

There are two main, overarching types of REITs: equity
REITs and mortgage REITs. An equity REIT specializes in
property ownership. By directly owning, investing in or
acquiring, managing, or developing real property, an equity REIT derives its revenue primarily from income generated by rental and lease payments. An equity REIT can
benefit from appreciation in its underlying real properties; its income can grow through increases in rents from
such properties; and cash in excess of taxable income can
be produced through property depreciation, which the equity REIT can use to reinvest in its own operations.

First, REIT investors can freely trade shares of the over
200 publicly-traded REIT stocks daily on the New York
and American Stock Exchanges, the Nasdaq Stock Market,
and in over-the-counter trading. Second, REIT investors
are able to maintain highly diverse real estate investment
portfolios by investing in any or all of the categories of
REITs discussed below and by selecting from REITs that
specialize in a variety of property types, including retail
shopping centers and malls, apartments, warehouses, office buildings, industrial parks, health care facilities and
hotels. (Even real estate assets as highly specialized as
self-storage units, golf courses, movie theaters, auto dealership lots and prisons have now been added to the host of
investment options available to REIT investors.)

On the other hand, a mortgage REIT concentrates on financing activities. A mortgage REIT invests in the mortgages, mortgage-backed securitizations and whole or
subprime loans, or portions thereof, on real property assets. In essence, mortgage REITs loan money to real estate owners, and such REITs generate their revenue from
the interest earned on such loans. Unlike equity REITs,
however, “pure” mortgage REITs do not own real property. Rapid, successive increases in interest rates can raise
borrowing costs without corresponding increases in income. While all REITs depend on the maintenance of favorable interest rates, mortgage REITs are particularly susceptible to the adverse effects of interest rate and credit
fluctuations and loan defaults.

Next, publicly-traded REITs offer investors the protection of investing (1) in a public company that owns longlife, income-producing physical assets or, in the case of
mortgage REITs, the “bundle” of rights adhering to real
estate mortgages and secured financings underlying those
physical assets, and (2) in the securities of a company subject to SEC and stock exchange regulation. REITs are professionally managed by officers generally skilled in real
estate acquisition, management, financing, development
and operations, and the performance of public REITs is
overseen by independent directors, independent public auditors and financial analysts, whose collective scrutiny
helps provide investors with an added degree of protection and accountability. Fourth, the low levels of debt currently maintained by most REITs -- frequently coupled with
board-mandated policies and governing documents’ requirements (i.e., charter, articles of incorporation or declaration of trust, and related organizational documents like
bylaws) that are intended to maintain conservative debt levels and modest fiscal practices -- provide a degree of
greater security for the financial system at large. Finally,
total returns on REITs have routinely matched the performance levels attained by several leading market indices
and have regularly exceeded returns on fixed debt instruments and direct investments in real estate. Because REITs
must pay out a large amount of their taxable income on an
annual basis -- see Part II, ”An Overview of REIT Federal
Income Tax Considerations-The 95% Distribution Requirement ” below -- a large component of REITs’ total return
tends to be generated from dividends and other distributions to their shareholders.

A survey of the basic tax rules applicable to all REITs
follows.

C. What Makes the REIT Such an Attractive Investment Vehicle?

II. An Overview of REIT Federal Income Tax Considerations
The significant advantages available under the Code to
entities qualifying for REIT tax treatment are the keys to
their success and growth during the 1990s. A REIT generally is not subject to corporate income tax to the extent
that it distributes the lion’s share of its earnings to its shareholders on a current basis. Pass-through tax treatment for
REITs is achieved by allowing them a dividends-paid deduction. To meet and maintain the Code’s stringent tax
requirements for REIT qualification, all REITs, both public and private, are required to meet certain tax tests. These
are: (i) income and asset tests, designed to ensure that
REITs invest primarily in real estate assets; (ii) distribution tests, intended to ensure that they distribute substantially all of their taxable income to their shareholders; and
(iii) ownership tests, designed to ensure that their shares
of capital stock are widely held -- the latter being a factor
that tends to make REITs ideal candidates for public company status.
Where the equity REIT itself cannot operate or manage
properties (e.g., hotels), to avoid violating tax tests -- see
“The Two Income Tests” below -- it may enter into a type
of lease arrangement with an affiliated entity or a thirdparty operating company, known synonymously as a participating lease or percentage lease, to derive its income
as lease revenues from such operating company’s manage-
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ment of the property. This income may be derived from a
fixed base rent and, once certain revenue thresholds are
met or exceeded at the property, from a percentage of such
revenues exceeding those thresholds.

B. The Two Asset Tests
Because Congress intended REITs to invest primarily in
real estate, the composition of a REIT’s assets must satisfy the following two asset tests. First, at the end of each
quarter of the REIT’s taxable year, at least 75% of the value
of the REIT’s assets must consist of the following assets:
(a) cash and cash items; (b) government securities; (c) real
estate assets, which include equity interests in real estate,
mortgage loans, and shares of other REITs; and (d) temporary investments (for up to one year) of new capital in
stocks and bonds. Second, the balance of the REIT’s assets may be invested without restriction, except that holdings of securities of any one issuer (other than securities
that count towards satisfying the 75% asset test) cannot
exceed 5% of the value of the REIT’s assets or 10% of the
total outstanding voting securities of such issuer.

A. REIT Organizational and Ownership Tests
A REIT must be organized as a business trust, a corporation, or an unincorporated association (including, under
the laws of several states — notably, Maryland and Texas
— as a form of business entity specifically denominated
as a “real estate investment trust”), that, but for the REIT
provisions of the Code, would be otherwise treated as a
domestic corporation for federal income tax purposes. Additionally, a REIT may not be a financial institution or an
insurance company.
The beneficial ownership of the REIT must be evidenced
by fully transferable shares of capital stock (if a corporation) or certificates of beneficial interest (if a business
trust or state-authorized real estate investment trust), with
such voting, distribution and other rights as may be set forth
in the REIT’s charter, articles of incorporation or declaration of trust and bylaws, as applicable, or as may otherwise
be required by the jurisdiction where the REIT is incorporated or organized. Ownership of the REIT must be widely
held, i.e., (a) the REIT’s shares must be beneficially owned
by at least 100 persons for at least 335 days in each taxable year or during a proportionate part of a shorter taxable year, and (b) no more than 50% of the value of a REIT’s
shares may be owned, directly or indirectly (as tested by
application of certain constructive ownership rules), by
five or fewer individuals at any time during the second half
of the REIT’s taxable year. Each REIT’s organizational
documents normally contain share transfer restrictions designed to ensure that the REIT’s beneficial ownership does
not become overly concentrated in contravention of the
“five or fewer” rule. See Part V, “Selected REIT Operational Issues and Topics - REIT Share Transfer Restrictions” below.

If a REIT fails one or both of the asset tests solely as a
result of changes in the market values of its assets, it will
not lose REIT status. If, however, one of the asset tests is
not satisfied as a result of a voluntary act, such as the acquisition of a nonqualifying asset during the relevant calendar quarter, and if the discrepancy is not corrected within
30 days after the end of the quarter, the REIT’s special tax
status will be lost.
C. The Two Income Tests
In order to qualify as a REIT for any given tax year, an
entity must also satisfy two annual income tests. These
tests are designed under the Code to ensure that the entity
invests primarily in real estate and that it does not function as an active trading vehicle.
First, at least 75% of a REIT’s gross income must consist of income from the following sources: (a) rents from
real property; (b) interest from mortgage loans; (c) gain
from the disposition of real property or mortgage loans
(other than inventory); (d) dividends from or gains from
disposition of shares in other REITs; (e) abatements and
refunds of real property taxes; (f) income from foreclosure property; (g) commitment fees received as consideration for entering into agreements to make mortgage loans
or to purchase or lease real property; and (h) income from
qualifying temporary investments of new capital. Second,
at least 95% of the REIT’s gross income must consist of
the following: (1) income that satisfies the 75% income
test; (2) dividends; (3) interest; and (4) gains from the disposition of stock or securities.

REITs must be managed by one or more trustees or directors elected by and responsible to the REIT’s shareholders. The trustees or directors, who are usually wellknown and respected members of the real estate, business,
financial and professional communities, appoint and oversee the REIT’s management team based on the officers’
extensive real estate business and financial background and
prior experience.
In order for REIT status to apply, an appropriate election must be made on the tax return for the first taxable
year for which the election is made. If a REIT fails to
meet any of the foregoing requirements, the REIT will (1)
risk loss of its REIT status; (2) be required to pay full corporate income tax on the taxable income of the trust or
corporation; and (3) be prohibited from electing REIT status again for a five-year period.

For purposes of the two income tests, “rents from real
property” generally include (a) rents from interests in real
property, (b) charges for services customarily furnished
in connection with the rental of real property, and (c) rents
attributable to personal property that is leased in connection with a lease of real property (provided that such rent
does not exceed 15% of the total for both the real and
personal property). “Customary” services are those provided in other buildings of the same class (e.g., a class A
office building; a limited service hotel property; or a multi-
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of organizing as a REIT, since it means that little or no
retained earnings can be generated to grow the REIT’s business internally. Accordingly, because of this lack of retained earnings and because of REITs’ ongoing needs to
continue to acquire, develop and expand, REITs tend to be
more highly dependent than many -- if not most -- “C” corporations upon frequent infusions of equity capital (whether
through public or private stock offerings) and access to
debt at attractive interest rates in order to fuel their ongoing growth.

family apartment complex) within the same geographic
market in which the building in question is located.
The Code restricts what can be included as rents from
real property. First, rents that are dependent on the income or profits (other than gross receipts or sales) derived by the occupant of the property are not included as
rents from real property. A similar restriction applies to
interest received by a REIT. This limitation is designed to
prevent REITs from effectively becoming partners in operating businesses. Second, rents from a tenant in which
the REIT owns, directly or indirectly, 10% or more of the
ownership interests are not included as rents from real
property. Third, rents derived from properties where the
REIT furnishes services or manages the property other than
through an independent contractor from whom the REIT
does not receive any income are not included as rents from
real property. An independent contractor is any person
owning, directly or indirectly, no more than 35% of the
REIT’s shares. The REIT can manage a property and provide services to tenants directly, rather than through an independent, if the services at issue are limited to those customarily rendered in connection with the rental of space
for occupancy only and are not rendered for the convenience of the occupant. In other words, providing water,
heat, light, air conditioning, trash collection, or commonarea maintenance, for example, is a permissible activity
under the “rents from real property” analysis, but furnishing hotel-type services is not acceptable.

E. The Taxes That May Be Imposed on a REIT.
Although a REIT generally receives pass-through tax
treatment, it is potentially subject to five different federal
taxes:
a. A REIT is subject to normal corporate income tax on
any undistributed taxable income (including capital gains).
b. A REIT is subject to a 4% excise tax to the extent that
it does not distribute substantially all of its taxable income
(including capital gains) by the end of the taxable year. That
tax is designed to eliminate the benefit from the one-year
deferral of income that arises when a REIT pays a dividend
at the beginning of a year and elects to have the dividend
relate back to the previous year. Certain dividends that are
paid in January are treated as having been paid at the end of
the preceding year for purposes of both applying the excise tax and determining the income of the REIT’s shareholders.

If a REIT fails either the 75% or the 95% income test
for a given tax year, but the failure is due to a reasonable
cause, the REIT is permitted to pay a penalty tax equal to
100% of the amount by which the REIT failed the relevant
test, instead of losing REIT status. If the REIT cannot show
reasonable cause, however, it will lose its REIT status. Reasonable cause is shown by the use of ordinary business
care and prudence in attempting to satisfy the Code’s REIT
provisions.

c. A 100% penalty tax is imposed on the amount by which
the REIT fails to pass either the 75% or the 95% income
test.
d. Regular corporate income tax is imposed on income
from foreclosure property that is considered inventory.
e. A 100% penalty tax is imposed on gains from prohibited transactions, which are defined as dispositions of inventory (other than foreclosure property). This tax is intended to prevent a REIT from acting as a dealer with respect to real property, mortgage loans, or any other assets.

D. The 95% Distribution Requirement
A REIT generally is required to distribute to its shareholders at least 95% of its taxable income (excluding capital gains) yearly. This requirement is intended to prevent a
REIT from becoming a vehicle for income accumulation.
In order for a distribution to count for a given year, it ordinarily must be either (a) made during the tax year or (b)
declared by March 15 of the following year and paid on
the next regular dividend date following the declaration.

All of the above taxes may, however, generally be avoided
by appropriate action on the part of the REIT.
F.Taxation of REIT Shareholders.
Distributions made to a REIT’s shareholders out of its
earnings and profits are generally treated as ordinary dividends. REIT distributions, however, are not eligible for
the dividends-received deduction that is normally available to corporate shareholders.

As can be seen, this 95% distribution requirement provides another attractive incentive for many investors to
consider making investments in REITS, combining as they
do long-term growth with a reasonable assurance of periodic dividends on their stock. (The fact that a REIT is exempt from corporate taxation so long as it meets the 95%
distribution test and the various other tax tests also helps
to make the REIT an attractive tool for any private real
estate developer or financier seeking access to the public
capital markets.) There is, however, a downside: this particular requirement is also perhaps the principal net cost

REIT distributions generally are taxed to shareholders
in the taxable year in which they are paid. The one exception is that any dividends declared in the last quarter of the
taxable year and paid in January of the following year are
taxed to shareholders in the year of declaration. For instance, if a REIT declares a quarterly distribution in No-
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these activities would not be qualifying REIT income (“bad
income”). (For example, some hotel REITs have taxable
subsidiaries that conduct third-party property management
businesses, and some mortgage REITs have taxable subsidiaries that originate, service, and sell mortgages.) REITs
also use taxable subsidiaries to own property that they cannot own directly, such as property that generates bad income or that is considered inventory. Under current law, a
taxable subsidiary generally cannot perform “non-customary” services to the REIT’s tenants without generating bad
income for the REIT.

vember 1997, which will be payable to its shareholders in
January 1998, this distribution will remain taxable to the
REIT’s shareholders for the tax year ending December 31,
1997.
A REIT may designate a portion of its distributions for
any year as capital gain distributions, provided that the
amount so designated does not exceed the REIT’s net capital gain for the year. Amounts designated as capital gain
distributions are taxed as long-term capital gains to the
shareholders.

At present, these REIT subsidiaries generally are fully
taxable corporations in which a REIT owns, directly or indirectly, up to 99% of the value, but not more than 10% of
the voting stock. All or substantially all of the taxable
subsidiary’s voting stock generally is owned by a party that
is “friendly” to the REIT (i.e., a founder, director, senior
officer or other affiliate of the REIT). Presently, a REIT
may not own more than 10% of the voting stock of a taxable subsidiary. In addition, the value of the stock of each
taxable subsidiary owned by a REIT cannot exceed 5% of
the value of the REIT’s assets. Although a taxable subsidiary is fully subject to corporate income tax on its taxable
income, the related REIT and its shareholders benefit from
their participation in the after-tax income it derives from
a related or synergistic business.

A REIT also may elect to retain and pay income tax on
any net long-term capital gain that it receives. In that case,
the REIT’s shareholders would include in their income as
long-term capital gain their proportionate share of the
REIT’s undistributed long-term capital gains. In addition,
the shareholders would be deemed to have paid their proportionate share of the tax paid by the REIT, which would
be credited or refunded to the shareholders.
Distributions in excess of a REIT’s earnings and profits
are treated as a non-taxable return of capital to the extent
that they do not exceed a shareholder’s adjusted basis in
his stock. Any distributions in excess of basis are treated
as gain from the sale of the shareholder’s stock. Losses
of the REIT (whether attributable to operations or to depreciation) are not passed through to shareholders.

The TRRA: The TRRA would allow a REIT to own up to
100% of the stock of a “taxable REIT subsidiary” (“TRS”).
Under the TRRA, a TRS could provide both “customary”
services and “non-customary” services to the tenants of
its affiliated REIT and others without causing the REIT to
receive bad income. A TRS also could conduct other activities but could not operate, manage, or provide franchise
services as to hotels or health care facilities. A TRS’ ability to provide services to a REIT’s tenants would enable
the REIT to provide competitive services to its tenants,
thus generating tenant loyalty, to operate more efficiently,
and to have more control over the services provided to its
tenants. REITs and their shareholders also would receive
the benefit of the after-tax income derived from providing
those services.

REIT distributions are treated as portfolio income for
purposes of the passive activity loss rules. Thus, REIT
distributions received by a shareholder who is an individual
cannot be offset by losses from an investment in a real
estate limited partnership until the shareholder has disposed of his entire interest in that partnership.
REIT distributions generally are not considered to be
unrelated business taxable income (“UBTI”) -- and, therefore, taxable income -- for pension plans and other taxexempt investors, unless such an investor borrows to acquire the REIT shares or the REIT is closely held by pension plans.
G. The “REIT Modernization Act:” The Taxpayer
Refund and Relief Act of 1999.

Under the TRRA, a REIT can lease property to a TRS, so
long as at least 90% of the leased space in the property is
leased to persons other than TRSs and other persons in
whom the REIT has a 10% or greater ownership interest.
This would enable a TRS to lease space in the REIT’s property, through which the TRS could then provide services to
the REIT’s tenants or conduct a related business. In addition, the TRRA allows a hotel REIT to lease any non-casino hotels to a TRS as long as the TRS does not operate
or manage the hotels. Instead, the hotels must be operated
by a third-party hotel manager who also operates hotels
for persons that are unaffiliated with the REIT and the TRS.
(Under current law, a hotel REIT cannot lease hotels to
any lessee in which it owns a 10% or greater interest.)
That provision would allow hotel REITs and their shareholders to share a greater portion of the revenues from
those REITs’ hotels.

On August 5, 1999, Congress passed the Taxpayer Refund and Relief Act of 1999 (the “TRRA”). This legislation contains several provisions that would affect REITs,
notably the overhaul of tax rules applicable to REIT taxable subsidiaries. Despite the Clinton administration’s
threatened veto of the TRRA at the time of writing, it appears likely that most of the provisions summarized below will be included in any tax bill to be ultimately enacted.
(i) Taxable REIT Subsidiaries
Current Law: Currently, REITs use taxable subsidiaries to conduct businesses or provide services related to
their real estate activities to third parties. REITs cannot
conduct those activities directly because the income from
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• A hotel REIT could lease hotels to a TRS as long as
the hotel is operated by a third-party hotel manager. Under current law, a hotel REIT cannot lease a hotel to a taxable subsidiary in which it owns 10% or more of the stock
without generating bad income.

The TRRA generally (1) limits the tax deductibility of
interest paid or accrued by a TRS to its affiliated REIT to
assure that the TRS is subject to an appropriate level of
corporate taxation, and (2) imposes a 100% excise tax on
any transactions not conducted on an arm’s-length basis
between a TRS and its affiliated REIT or the REIT’s tenants. That excise tax generally would apply to any rent,
interest, or other deductible amount paid by a TRS to a
REIT in an amount determined to be more than what one
expects in a negotiated transaction between third parties.
Otherwise, a TRS could significantly reduce its taxable income by paying above-market rent or interest to the REIT.

On the other hand, the TRRA also imposes certain “toll”
charges or tax costs on REITs:
• The tax deductibility of interest paid by a TRS to the
REIT or an affiliate of the REIT will be limited.
• Severe penalties may be imposed on payments of excessive amounts from a TRS to the REIT or excessive deductions by a TRS for services provided to the REIT’s tenants.

Rules for Non-TRS Taxable Subsidiaries: Under the
TRRA, a taxable subsidiary and the related REIT will be
required to make an election in order for the subsidiary to
be treated as a TRS. If no election is made, the taxable
subsidiary will be subject to two ownership rules. First,
the TRRA retains the current rule that the value of the stock
of each taxable subsidiary owned by a REIT cannot exceed
5% of the value of the REIT’s assets. Second, the TRRA
modifies the current 10% asset test to prevent a REIT from
owning more than 10% of the voting power or value of the
stock of a non-TRS taxable subsidiary. Current law only
prevents a REIT from owning more than 10% of the voting
stock of a taxable subsidiary. That provision generally requires REITs with existing taxable subsidiaries to convert
them into TRSs because most REITs own more than 10%
of the value of existing taxable subsidiaries. Overall, no
more than 25% of a REIT’s assets may consist of securities of TRSs and other taxable subsidiaries under the TRRA.

• TRSs cannot manage, operate, or franchise hotels or
health care properties.
• Existing taxable subsidiaries would continue to be governed by current law, but they could not expand their business activities or assets after July 12, 1999 without becoming subject to the modified 10% asset test described
above. Most existing taxable subsidiaries are not structured to satisfy the modified 10% asset test.
(ii) Other Provisions
Other TRRA provisions prevent the formation of
“closely-held” or “captive” REITs, change the REIT distribution requirement from 95% to the 90% level currently
applicable to mutual funds, modify the rules for determining whether a corporation is an “independent contractor”
with respect to a REIT, and permit a REIT to own and operate a health care facility for at least two years after acquiring the facility through foreclosure.

Effective Date: The TRS provisions of the TRRA would
apply for taxable years beginning after December 31, 2000;
however, a taxable subsidiary in existence on July 12, 1999
would be “grandfathered in,” with certain exceptions. Existing taxable subsidiaries could be converted into TRSs
on a tax-free basis before January 1, 2004. The effective
date generally would prevent existing taxable subsidiaries
from expanding, with REITs generally needing to convert
existing taxable subsidiaries into TRSs, instead.

III. A Surfeit of Choices: The Specialized REITs
A. The Basic REIT Types
Several REIT subtypes have developed from the two main
types of REITs discussed in Part I.D (i.e., equity and mortgage REITs), and these have established niches in the REIT
market at large. These species of REITs include the following:

In summary, the TRS provisions of the TRRA have the
following benefits for REITs:
• A REIT could own all of the stock, including all of the
voting stock, of a TRS and thereby avoid all of the headaches involved in finding a “friendly” holder for the voting
stock of a taxable subsidiary as is required under current
law.

• A hybrid REIT, as the name suggests, owns a combination of equity and mortgage interests in properties.
• A finite life REIT, or “FREIT”, sets forth in the offering documents for its securities a termination date (usually, seven to fifteen years from the REIT’s date of inception) and an investment strategy.

• A TRS could provide “non-customary” services to a
REIT’s tenants without generating bad income for the REIT.
Hence, REITs could provide competitive services to their
tenants, operate more efficiently, and have more control
over the services their tenants received. REITs and their
shareholders also would reap the financial benefits of providing those services. Under current law, a taxable subsidiary generally cannot provide non-customary services to
the REIT’s tenants without causing the REIT to receive bad
income.

• A special purpose or dedicated REIT invests in a
single type of property and may be tied to a particular developer or user of real estate. Certain REITs invest in a
variety of property types (e.g., apartments, hotels, selfstorage facilities, restaurants, golf courses, office build-
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ings, shopping centers, etc.), while many more tend to specialize in one exclusive property type or in certain segments within a particular real estate property market (e.g.,
not merely hotels, but in full-service, limited service or
extended stay hotels). Additionally, some REITs focus their
investments in specific geographical regions (e.g., ownership of properties located only in the southeastern United
States).

B. “Paired-Share” and “Stapled” Structures: The
“Grandfathered” REITs.
The primary advantage of the paired-share REIT and
stapled REIT models is the ability of these two types of
REITs both to own and operate virtually any real estate
asset class in a more tax-efficient structure than can either conventional REITs or “C” corporations. While most
REITs cannot directly operate properties in which their
earnings are not derived from rents or leases but result
from other types of sales (e.g., gaming casinos, hotel operations and stores), paired-share and stapled REITs can
effectively both own and manage such properties, deriving their revenues not only from rental income but from
property operations as well. Hence, paired-share and
stapled REITs have at least three advantages: (1) they receive the tax benefits offered by the REIT provisions of
the Code; (2) unlike conventional equity REITs, they can
invest in operationally intensive businesses, yet maintaining operational control over their real estate assets; and
(3) also unlike conventional equity REITs, their investors
derive the full economic benefits of both ownership and
management of those real estate assets.

• A single property REIT invests in one, usually very
large, property (e.g., Rockefeller Center is currently owned
by a single property REIT).
• An umbrella partnership REIT (“UPREIT”) is a
REIT in which the REIT itself does not own a direct interest in properties. Rather, the REIT owns a direct interest,
as the general partner (either itself or through a whollyowned subsidiary), in an “umbrella” limited partnership.
The UPREIT umbrella partnership (also frequently called
the REIT’s operating partnership) owns a direct interest in
properties. (See Appendix A.)
•
An IPO surge in 1992-93 because of the cheaper
costs of capital then available in the public markets meant
better returns on investment and led to the rejuvenation of
REITs. In this period, the UPREIT concept was first
adopted by tax and securities lawyers. At roughly the same
time, the UPREIT model was discovered by investment
bankers to be an ideal vehicle by which a newly formed
REIT could reach an appropriate size to readily access the
public capital markets. This major structural innovation
helped foster the move from private to public ownership,
led to the creation of the “baby” REITs, i.e., those formed
from 1992 today, and revitalized the REIT industry at large.
When adapted by older REITs to become the basis for the
DOWNREIT structure (see below), additionally, the
UPREIT model helped provide a new lease on life for several older REITs whose opportunities for growth had hitherto been thwarted.

Paired-share and stapled REITs are considered (and are
often called) “grandfathered” REITs, inasmuch as these
REITs were formed in the 1970s and 1980s before the
implementation of 1984 federal legislation that eliminated
the ability to create new paired-share or stapled REITs but
that granted the few then-existing REITs of that type the
right to continue to operate in such form. These included
Hotel Investors Trust (later acquired by Starwood Capital,
which then formed Starwood Lodging); Santa Anita Realty
(later acquired by Meditrust); California Jockey Club (later
acquired by Patriot American Hospitality); First Union Real
Estate; Hollywood Park; and Corporate Property Investors
(a private REIT).
The primary difference between paired-share and stapled
REITs is structural. (See Appendices C and D). In essence, however, both paired-share and stapled REITs contain two companies whose stock is “paired” or “stapled,”
so that their shares trade as a single unit. As a result, the
two companies -- the REIT and the operating company -are owned by the same stockholders.

• “DOWNREITs:” By comparison to UPREITs,
“DOWNREITs ” (also called “Down-REITs”) are now encountered more frequently with many REITs formed before 1992. In such older REITs, properties may have been
initially held at the REIT level, but, in order to obtain many
of the benefits of the UPREIT model -- particularly the
ability to defer taxable gains through issuance of limited
partnership interests to sellers of real property; see Part
IV, “‘Doing the Deal’: REIT Formation and Securities/Financing Issues - The Fundamental Securities Law Aspects
of REITs” below -- one or more new subsidiary partnerships may be formed, and many or all newly acquired properties will be held and owned at the level of these subsidiary partnerships. (See Appendix B.)

The leading competitive advantages -- or, rather, the perceived advantages -- of the “grandfathered” REITs include
the following: (a) the elimination of conflicts of interest
that arise from leasing properties to a management-owned
lessee and operational conflicts created by the potentially
divergent interests between an asset’s owner and manager;
(b) the elimination of leakage (i.e., the excess profits created at a lessee level after payment of all operating expenses and lease payments back to the REIT under a percentage lease operating structure) because any economic
advantage lost to the REIT under the participating lease
structure and retention of leakage by the lessee is still ultimately retained by the REIT’s shareholders, who also own
shares in the “C” corporation operating company/lessee;
(c) the benefit to shareholders of management teams’ operational expertise in driving property-level performance;

Another prime example of the trend towards specialization in the REIT industry is the healthcare REIT, which is
treated by some industry experts as a different category
from equity, mortgage and hybrid REITs and which operates either through purchase/sale lease-backs of healthcare
facilities or through mortgages that are secured by
healthcare facilities.
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are intended to fully align the two companies’ interests
for the benefit of both companies’ shareholders. (See Appendix E.)

(d) the benefit of the operating company’s unrestricted
ability to operate businesses otherwise precluded to a REIT,
so that it can operate certain real estate-related businesses
(e.g., casinos, hotels or golf courses) that typically demand high levels of customer service; and (e) the ability
to pay marginally higher prices for assets and charge marginally lower rents for the same assets than their similarly
valued but fully taxed counterparts structured as “C” corporations or as non-paired REITs with some leakage.

Once formed, the newly formed operating company is
“spun off” to create a new publicly traded corporation, complete with its own majority of independent directors on its
board who are, moreover, largely separate from the REIT’s
board, so as to reduce (if not eliminate outright) the potential conflicts of interest within the system. Each shareholder of the REIT receives one or more shares of the
operating company’s separately traded common stock, thus
giving the REIT’s shareholders the benefits of (a) the REIT’s
ownership of real estate and (b) the “paperclipped”
operator’s management and operational capabilities. In
theory, if the REIT’s and operating company’s separate
teams of independent board members do their jobs correctly, the potential and actual conflicts of interest facing
the paperclip REIT system would be minimized.

Recent criticisms (some of which are erroneous, including the charge that they are totally exempt from federal
taxation) may potentially threaten many of the tax advantages offered by the paired-share and stapled REITs. The
Clinton administration’s budget proposals for the 1999
federal fiscal year recommended tax legislation with significant potential effects on various REITs. Among other
things, the practical effect of these proposals would, if
enacted, “freeze” the ability of the “grandfathered” REITs
to acquire substantially new assets or to engage in a new
line of business after the date of first committee action by
the Ways and Means Committee of the House of Representatives. These concerns have partially helped encourage the development of yet another type of REIT structure
-- the “paperclip” REIT.

As compared to a conventional REIT, the paperclip REIT
structure provides investors with greater flexibility. They
may invest separately (a) at the REIT level for steady real
estate growth and income, (b) at the operating company
level for growth through operating leverage, or (c) in both
entities jointly. Compared to a paired-share REIT, a
paperclip REIT also costs much less to structure and implement; offers significantly easier tax-free acquisitions of
corporate targets; and enables investors to invest independently in two different entities, depending on their investment objectives. Like the UPREIT and DOWNREIT,
moreover, a paperclip REIT may also use units of limited
partnership interest (as will be explored in the next part)
as an alternative “acquisition currency” for tax-sensitive
real property sellers.

C. “Paperclip” REITs
The paperclip REIT, another relatively recent innovation intended to capture all of the competitive advantages
of the “grandfathered REITs’ ” model for the newer REITs
but without subjecting them to the risks presented by the
Clinton administration’s tax proposals, provides similar
economics to the paired-share or stapled REIT structure
but with less of a direct structural linkage between the related entities.

IV. “Doing the Deal”: REIT Formation and Securities/Financing Issues

In this case, the REIT forms an operating company (usually, a “C” corporation) that will (1) lease properties from
the REIT; (2) pursue certain opportunities that cannot be
undertaken by the REIT; and (3) acquire certain assets that
cannot be held by the REIT due to the tax concerns arising
from the two asset tests’ requirements. Moreover, the same
leading advantage offered by the “grandfathered” REIT
structure -- the elimination of leakage and the operation
of the REIT’s assets within a relatively self-contained, autarchic universe, while avoiding the obvious conflicts of
interest inherent in a system in which the lessee/operating
company is largely owned by the REIT’s own management
-- are offered to the REIT’s shareholders by the paperclip
REIT structure. Unlike the paired-share REIT, though,
where both companies’ stocks trade as a single linked unit,
the REIT and the “C” corporation are separate public companies, whose stocks trade separately. The two organizations are “paperclipped” together through an inter-company agreement. This agreement (a) gives the operating
company a right of first refusal to lease and manage all
future properties acquired by the REIT, and (b) provides
the REIT with a similar right of first refusal to acquire
properties presented to it by the operating company. In
addition, the two companies share certain senior members
of management and board members, which arrangements

A. Tax Issues Involved in Forming and Financing
REITs.
If an owner of appreciated real estate transfers the real
estate to a REIT in exchange for REIT shares, such a transfer is taxable if it results in any material diversification of
the owner’s investment. In addition, even if there is no
diversification of investment, taxable gain is recognized
to the extent that the REIT assumes any liabilities encumbering the transferred property in excess of the owner’s
basis in that property. Accordingly, it is generally unusual
for appreciated real estate to be transferred directly to a
REIT in situations where the existing owner wants to receive tax-deferred treatment. The existing owners’ desire
for continued tax deferral normally is satisfied through
the use of the umbrella limited partnership — “UPREIT”
— structure (or the DOWNREIT structure if an existing
REIT did not begin life as an UPREIT).
In the case of an UPREIT, existing owners transfer their
properties to a newly-formed umbrella limited partnership
under the aegis of the REIT, rather than directly to the REIT
itself, in exchange for units of limited partnership inter-

8

ests (commonly referred to as “Units”) in the umbrella
partnership. The REIT acquires a controlling general partnership interest in the umbrella partnership (also frequently
called the “operating partnership”), in exchange for contributing most or all of the net proceeds from the REIT’s
initial public offering and any subsequent offerings of the
REIT’s capital stock. Because transfers to a partnership
are subject to more lenient tax rules than transfers to a
REIT (i.e., the rules regarding diversification of investment and liabilities in excess of basis do not apply), the
existing owners typically are able to defer part or all of
the taxable gain embedded in the transferred properties.
In order to provide liquidity to the existing owners, the
Units of limited partnership interests in the UPREIT umbrella partnership that they receive generally are redeemable for cash or, generally at the sole election of the REIT,
for shares of the REIT’s capital stock on a one-for-one
basis at any time more than one year after the completion
of the REIT’s initial public offering (“IPO”). (See Part
IV.B, “The Fundamental Securities Law Aspects of REITs A Cautionary Word on Roll-Ups” below, for more on this
one-year holding period.) Furthermore, potential sellers
of properties to the UPREIT after completion of the REIT’s
IPO can negotiate and receive Units in the UPREIT in exchange for the interests in their properties, with precisely
the same benefits of tax deferral and liquidity to such later
sellers as if they had been original property contributors
to the UPREIT at the time of the IPO.

spect to the transferred property equal to the principal balance of the nonrecourse liabilities assumed with respect
to that property.

A number of special tax issues arise in implementing
the UPREIT structure. These include the following:

(i) Introduction

d. An UPREIT umbrella partnership could be classified
as a publicly-traded partnership (“PTP”) if it fails to meet
one of the safe harbors from PTP status set out in recently
issued IRS regulations. The private placement safe harbor
is the one most commonly relied upon by REITs’ umbrella
partnerships. In order to qualify for that safe harbor, all
interests in the umbrella partnership must be offered in
private placements, and the umbrella partnership must have
no more than 100 partners. If PTP status applies, it would
result in (1) corporate taxation of the REIT umbrella partnership, (2) recognition of deferred gain by the existing
owners, and (3) disqualification of the REIT unless at least
90% of the umbrella partnership’s income consisted of
passive-type income (e.g., rents from real property and
gains from the disposition of real property). Most UPREIT
umbrella partnerships would meet the 90% passive-type
income exception because their income consists primarily of rents from real property. However, even assuming
that an umbrella partnership qualifies for the 90% exception, PTP status would cause the existing owners not to be
able to use passive activity losses from other sources to
offset taxable income from the umbrella partnership.
B. The Fundamental Securities Law Aspects of REITs

As with any other business entity offering or selling securities, a REIT is subject to the federal Securities Act of
1933, as amended (the “1933 Act”) and the various state
securities (i.e., “Blue Sky”) laws. The implications of
securities laws on REIT securities transactions involving
potential issuances of limited partnership interests in
UPREITs and DOWNREITs are particularly noteworthy and
somewhat complex.

a. A disguised sale may result if the existing owners (1)
are relieved of liabilities that were incurred within the two
years prior to the transfer (other than to acquire or improve the encumbered property or to refinance existing
debt) in connection with the formation transaction or (2)
receive cash or property (other than normal operating distributions) from the UPREIT umbrella partnership within
two years after the formation transaction. A disguisedsale presumption also will arise if a redemption of UPREIT
Units for shares of REIT stock occurs within two years of
the formation transaction. That presumption can be avoided
by having the REIT, instead of the umbrella partnership,
satisfy the existing owners’ redemption option. In addition, that presumption could be rebutted by demonstrating
that the redemption was motivated by post-transfer events.

Many REITs with UPREIT or DOWNREIT partnership
structures offer potential sellers of properties Units in the
operating limited partnerships in exchange for their properties. Because of their ability to be generally redeemed
on a one-for-one basis for shares of REIT stock, Units in
UPREITs (and DOWNREITs) are structured to be the economic and functional equivalent of REIT shares of capital
stock. Further, as previously noted, Units are a particularly valuable alternative form of “acquisition currency”
when compared with cash, since a seller taking Units can
readily defer his or her capital gain on the portion of the
consideration represented by the Units. Most importantly,
since Units are securities (much like shares of common
stock), they are subject to the applicable federal and state
securities laws governing registration of securities and exemptions from registration.

b. Gain from relief of liabilities may result if the liabilities of an existing owner that are assumed by the UPREIT
umbrella partnership exceed the sum of (1) the share of
the umbrella partnership’s liabilities that are allocated to
the existing owner and (2) the existing owner’s basis in
the properties being contributed.
c. Gain from relief of liabilities may result from the payoff by the UPREIT umbrella partnership of liabilities that
are assumed from an existing owner. The umbrella partnership generally can refinance nonrecourse liabilities of
the existing owners that it assumes without triggering recognition of gain from relief of liabilities, as long as the
partnership maintains a nonrecourse debt balance with re-

Compliance with these laws, however, often forces
REITs to make a number of demands that are often somewhat time-consuming, costly and difficult for existing owners and potential sellers of properties to UPREITs to understand or readily accept. A brief overview of the appli-
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cable securities laws and other securities law issues pertinent to REITs follows.

vate placement” exemption from federal and state securities registration requirements.

(ii) An Overview of the Securities Laws and the Applicable Exemptions from Registration

The touchstone of private placement analysis begins with
Section 4(2) of the 1933 Act. This statutory provision
exempts from federal securities registration any offers and
sales of securities “not involving any public offering.” The
statutory language of Section 4(2) is brief and fairly perfunctory, and courts have generally interpreted it to mean
that the securities ostensibly exempt offered under the
transaction (a) cannot be offered through any sort of “general solicitation” (i.e., by means of television, radio, print
advertisements, direct mail, and similar forms of mass
communications) and (b) the potential buyers of the securities must be so “sophisticated” as to be able to “fend for
themselves.”

As a fundamental matter of securities regulation, all securities — including shares of REIT capital stock and UPREIT
Units—must either be (a) registered under the 1933 Act
and state Blue Sky laws or (b) exempt from registration by
virtue of a valid statutory or rule-based exemption. Any
violation of the 1933 Act and its accompanying rules and
regulations or of state Blue Sky laws in connection with
an UPREIT property acquisition involving the issuance of
Units creates a right to rescind the Unit issuance component of the transaction, thereby “unwinding” the issuance
of Units and triggering a host of related difficulties and
expenses. Obviously, in order to avoid such an outcome,
REITs must strictly comply with the 1933 Act and its related regulations in connection with an acquisition of real
property combined with an issuance of Units in the transaction, while also ensuring compliance with the relevant
state Blue Sky laws, to avoid creating rescissionary rights.

As a general rule for securities issuers, this statutorybased exemption is highly useful, since its requirements
are simple and relatively non-technical. It is frequently
relied on when “unaccredited” investors are involved in a
potential securities transaction. For the UPREIT, however, Section 4(2) has two substantial disadvantages. First,
its application is heavily dependent on case law and judicial interpretation and is, thus, uncertain and risky to a large
degree. Its very brevity and simplicity are therefore both a
boon and a drawback to issuers such as UPREITs. Second, despite this statute’s primacy at the federal level for
potential SEC filings, each UPREIT must still ensure that
it complies with the applicable state laws and Blue Sky
regulations in each jurisdiction where prospective Unit
holders may reside. Hence, given the potential risks associated with any failure of an issuer to meet Section 4(2)’s
statutory exemption (most obviously, the potential application of rights of rescission) and the costs of Blue Sky
compliance on a state-by-state basis, many UPREITs have
instead opted to rely exclusively on the “safe-harbor” exemption from registration provided by SEC Rule 506 promulgated under the 1933 Act.

Registration under the 1933 Act can easily be a highly
time-consuming and costly undertaking. It can take anywhere from 45 days, at a bare minimum, up to eight months
for a registration statement to undergo the drafting, review and clearance process with federal and state securities examiners. An “all-in” minimum expense of at least
$150,000 is fairly typical for such registrations at the IPO
stage, although the total costs and expenses incurred are
frequently much greater. Registration via the 1933 Act is,
of course, the procedure by which REITs and other companies that are originally privately held typically become
public companies through the IPO process.
In most cases, IPO registrations of REIT securities are
made by the use of a registration statement on Form S-11.
The Form S-11 is explicitly applicable to REITs and other
types of real estate issuers of securities and differs from
the registration statement on Form S-1 used by most companies for their IPOs in terms of the amount and type of
detail required in its disclosures. These include, for instance, specific disclosures relating to the REIT’s investment policies; real estate assets owned or identified for
purchase by the REIT; financial and operating data for significant property acquisitions; and tax considerations applicable to REITs and their prospective investors.

One of the several federal rules promulgated under Regulation D of the 1933 Act —“Reg D”— Rule 506 provides
a safe-harbor exemption for private placements conducted
under Section 4(2). A private offering will fall within Rule
506’s safe harbor if each of the following essential conditions are met: (i) there are no more than 35 “unaccredited
investors;” (ii) all unaccredited investors, either alone or
with a representative, possess adequate sophistication to
evaluate the risks and merits of the potential investment;
(iii) the offering of the securities in question is not made
through any general solicitation; (iv) the issuer uses reasonable care to ensure that the securities are not purchased
“with a view to distribution;” and (v) a Form D (a shortform notice of sale of securities) is filed with the SEC
within 15 days after the first sale of the securities in reliance on the exemption.

Any registration of Units with the federal Securities and
Exchange Commission (the “SEC”), however, would similarly require the UPREIT umbrella partnership also to become subject to the registration and filing requirements
of both the 1933 Act and the federal Securities Exchange
Act of 1934, as amended (the “1934 Act”). Therefore, the
additional time and expense (and potential liabilities) incurred with 1934 Act registration generally militate against
UPREIT partnerships willingly becoming 1934 Act registrants. As a direct consequence of these concerns, virtually all UPREITs structure their Unit issuances in such a
way as to attempt to take advantage of the so-called “pri-

If unaccredited investors participate in a Rule 506 private placement, under Reg D’s Rule 502, the UPREIT must
provide them with more extensive disclosures about the
UPREIT. These disclosures are much like that provided in
a registration statement for an IPO of stock and are made
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in the form of a private placement memorandum. To
avoid this requirement, many UPREITs will require all
unaccredited investors to take cash instead of Units for
their respective portions of the purchase price for a property.

First, all investment decisions in the UPREIT’s private
placement of Units must be made before the filing of the
registration statement in connection with the public stock
offering of REIT shares. If the private offering of Units
cannot be completed before the filing of the registration
statement, then the completion of the investment decision
made by potential recipients of Units (e.g., the individual
members of a selling partnership) must be documented by
executed purchase and sale agreements. The terms of such
agreements must include no contingencies within the control of the seller (i.e., the potential recipient of the Units)
so that the seller’s investment decisions would not be regarded as being complete and irrevocable. Furthermore,
no amendments are permissible to the UPREIT’s purchase
and sale agreements following the filing of the REIT’s registration statement for its shares of stock.

Private placements made in accordance with Rule 506
have another additional advantage in that they are exempt
from most state securities laws. Since Reg D’s promulgation at the federal level, the majority of states have adopted
a uniform limited offering exemption—“ULOE”—that is
largely based on Regulation D’s requirements. Therefore,
for many states, compliance with Rule 506’s requisites at
the federal level will generally satisfy their Blue Sky requirements as well. Further, for securities listed on national stock exchanges, the federal National Securities
Markets Improvements Act of 1996 (the “NSMIA”) preempts such securities from all state securities laws as to
registration, while allowing for certain fraud and notice
filings at the state level. UPREITs are well advised, however, to examine closely the laws of each jurisdiction in
which a potential recipient of Units may reside, in order
to confirm any notice filing requirements that states may
still require in the wake of the NSMIA, or, for non-publicly traded securities, to ensure compliance with any otherwise applicable Blue Sky and ULOE requirements.

Second, no offers of Units can be made for thirty days
after the closing of the public offering of the shares of the
REIT’s stock. This “cooling-off” period is longstanding
and commonly accepted “lore” in the REIT industry. There
is, however, presently no official regulatory (i.e., SEC) or
judicial pronouncement on the question, and there are many
REITs that choose not to adhere to this view.
(iv) UPREIT Units Are “Restricted” Securities

(iii) A Trap for the Unwary: The Doctrine of
Integration

Because UPREIT Units are generally sold without registration under the 1933 Act and state “Blue Sky” laws,
they are considered to be “restricted” securities. This
means that — just as they were originally issued subject
to an exemption from registration — they cannot be freely
transferred by the holder without federal or state registration or without the availability of an applicable exemption
from such registration. Most UPREITs’ agreements of limited partnership impose additional restrictions on transfers, assignments, hypothecations or pledges of Units. In
most cases, these agreements of limited partnership also
make all such transfers, assignments, etc. subject to the
general partner’s sole veto power.

In applying the various statutory (i.e., Section 4(2)) and
Reg D private placement exemptions, courts and the SEC
will “integrate” offerings that are considered to be part of
the same plan of financing and include the same, or substantially similar, securities that are offered at the same
time, for the same purpose and for the same consideration.
Under the integration doctrine, the two separate offerings
are deemed to be part of a unified, single financing “package,” against which all of the exemptive tests are then applied.
The SEC’s staff has, with some consistency, taken the
position that shares of REIT common stock and UPREIT
Units are effectively one and the same security. Consequently, REITs must take great care to avoid integrating
their public offerings of shares of REIT common stock
with private placements of Units offered by their UPREIT
subsidiaries. If the two offerings were to be integrated,
the private offering exemption would be unavailable because the general solicitation of the public offering would
be deemed to have applied to the private placement of Units
as well. (Recall that, to be a valid private placement, no
“general solicitation” can occur.) Consequently, the
UPREIT would have sold the privately-placed Units in violation of the 1933 Act, with the resulting application of
rights of recession for the Unit holders as the likely remedy for the violation. Helpfully, however, SEC Rule 152
and its Black Box, Inc. no-action letter provide some useful guidelines to direct REITs in how to conduct their private offerings of UPREIT Units that occur in close proximity to public offerings of REIT shares.

As a result, finding alternative sources of liquidity for
the Unit holders assumes greater importance, particularly
for the holders of Units. See Part IV.C, “Getting Liquidity
for UPREIT Units: Redemption Rights and Redemption/
Resale Registrations” below.
(v) A Cautionary Word on Roll-Ups
Roll-ups are transactions in which one or more finitelife limited partnerships (or similar finite-life entities) are
combined or reorganized, with some or all of the investors in those finite-life limited partnerships receiving in
exchange new securities or securities in another entity
which involve a “significant adverse change” regarding voting rights, management compensation, term of existence
of the entity and investment objectives. A roll-up may be
structured as an acquisition, a merger, a tender or exchange
offer or in some other fashion. In other words, any successor or acquiring entity that offers its securities to the
investors of any limited partnership or entity with a fixed
life span, in any transaction(s) involving a merger, share
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exchange, tender offer or similar acquisition, will be generally subject to the roll-up rules.

C. Getting Liquidity for UPREIT Units: Redemption
Rights and Redemption/Resale Registrations.

The SEC, the National Association of Securities Dealers, Inc. (the “NASD”), the North American Securities
Administrators Association (“NASAA”) and several states
(notably, California) have each adopted detailed rules requiring the preparation and delivery to such partnerships’
partners of extensive disclosures regarding the potential
roll-up transaction and the participants in that transaction.
See, e.g., SEC Rule 901 et seq. These include, among
others, certain disclosures as to all compensation paid to
outside parties in the potential roll-up and whether or not
a fairness opinion was obtained and provided for the members of each affected partnership.

As noted above, to preserve certain SEC exemptions,
most UPREIT agreements of limited partnership provide
that holders of Units may require the UPREIT to redeem
their Units (whether originally acquired in the REIT’s IPO
or in connection with a later transaction) for cash after the
expiration of a one-year holding period, running from the
date of issuance of the Units in the particular transaction.
To preserve the UPREIT’s liquidity, the partnership agreement generally will further provide that the REIT itself can
opt, in its discretion, to satisfy the redemption obligation,
either by delivering cash or shares of REIT stock for the
Units on a one-for-one basis. This procedure is generally
known within the REIT industry as the redemption right.
Unit holders generally negotiate for the right to require
the REIT to register the redemption shares following the
expiration of the one-year holding period, after which point
in time they may tender their UPREIT Units for redemption and conversion into shares of REIT common stock
and, in general, receive freely marketable securities once
the shares of REIT common stock issuable upon the redemption have been successfully registered with the SEC.

The roll-up requirements are generally considered to be
so burdensome, difficult both to implement and interpret,
and expensive to meet that virtually all UPREIT transactions are structured with great efforts to avoid the potential application of these rules. Most transactions do so by
relying on an exemption for transactions involving securities to be either issued or exchanged that are not required
to be and are not registered under the 1933 Act. To preserve this exemption in light of the SEC’s position on the
integration of offerings of Units and REIT shares (see Part
IV.B(iii), “A Trap for the Unwary: The Doctrine of Integration” above), most UPREITs do not allow redemptions
of Units for registered REIT shares to be made until the
Units have been outstanding for at least one year. Under
unwritten SEC staff interpretations, the filing of a registration statement to cover any redemption of Units for
REIT shares that is made either two weeks before or two
weeks after the one-year anniversary of the initial receipt
of such Units will be regarded as being in compliance with
this exemption.

REITs generally employ two principal methods of registering redemption shares. First, they may register the
original issuance of the redemption shares to the Unit
holders. Alternatively, they may register the resale of the
redemption shares to the public. Both methods of registration permit the holder of Units to sell redemption shares
without restriction, although with nuanced differences to
the REIT itself.
The first method is, for the REIT’s purposes, generally
much cleaner and easier to utilize in its application than
the second. Although the SEC staff requires that the registration statement covering the redemption shares be filed
not earlier than two weeks before the first anniversary of
the issuance of the Units and not later than two weeks
after that first anniversary, it does result in the REIT’s ability to deliver fully registered and readily marketable shares
to Unit holders immediately upon redemption. The timing restrictions on the filing are derived from the SEC
staff’s positions, under the integration doctrine, that
UPREIT Units and REIT shares are deemed to be essentially one and the same security and that a private offering
(i.e., of the Units) cannot be converted into a public offering (of the REIT shares) via the registration statement. As
noted above, in accord with SEC lore and interpretations,
the one-year holding period is therefore considered necessary to avoid integration of the initial private placement
of the Units and the public offering of the redemption
shares of REIT stock covered by the registration statement.
The timing concerns generally do not inconvenience Unit
holders, who, in most cases — whether for tax reasons (as
the conversion of Units to shares of REIT stock triggers a
taxable event and, thus, potentially a major capital gain) or
otherwise - usually do not plan to convert and sell their
Units quickly.

Roll-up implications may also arise in the organization
of a REIT when properties held by limited partnerships are
acquired in connection with the REIT’s formation transactions in exchange for REIT stock or Units in the UPREIT
partnership. When limited partnership interests are acquired in a registered offering of REIT shares that do not
meet the “seasoned issuer” exclusion (i.e., any transaction
generally involving an entity with securities which have
been reported and traded no less than twelve months before the date the roll-up solicitation is mailed to investors
and where the securities to be issued in the roll-up do not
exceed 20% of the issuer’s total outstanding securities),
the roll-up rules may apply.
When Units are acquired in a private placement, on the
other hand, the private placement exclusion may apply.
Close attention must be paid to the offer of both REIT
stock and Units to verify whether such issuances are a valid
public offering or private placement, respectively, and to
ensure that integration concerns are met. Rule 152’s “safe
harbor” from integration and the related five-factor test
set out in the Black Box, Inc. no-action letter and Reg D’s
Rule 502 should be scrutinized closely to determine
whether integration has occurred.
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Operations (also called “FFO”) provides a fuller and more
accurate accounting of the REIT’s actual earnings from
operations and its cash flows devoted to repayment of indebtedness.

The second method requires that the redemption shares
be issued in a complying private placement transaction and
then be resold under a resale registration statement. Since
the timing of redemption of Units is generally left up to
the option of the holder of the Units and, accordingly, may
not occur for many years, the resale registration statement
method involves some difficulties for the REIT faced with
this alternative.

Funds From Operations, under the NAREIT definition,
means net income, excluding gains (or losses) from debt
restructuring, sales of property and items classified by generally accepted accounting principles (“GAAP”) as extraordinary or unusual, along with significant non-recurring
events that materially distort the comparative measurement
of the REIT’s performance over time, plus depreciation
and amortization, exclusive of amortization of deferred
financing costs, depreciation of computer software, office improvements, other items commonly found in other
industries and required to be recognized as expenses in
the calculation of net income, and after adjustments for
unconsolidated partnerships and joint ventures. Adjustments for unconsolidated partnerships and joint ventures
will be calculated to reflect Funds From Operations on
the same basis.

First, it is virtually impossible to guarantee that the issuance of redemption shares can be made in a complying
private placement. For example, since receiving his or
her Units in the original private placement, a Unit holder
may have experienced insolvency or similar financial woes
and, therefore, may no longer qualify as an accredited investor. A REIT may accordingly feel compelled to reverify
the “accreditation” and “sophistication” information it
originally received at the time the Units were issued in
order for its counsel to be able to issue a “clean” legal
opinion as to the resale. If not, the REIT or the UPREIT
could then be forced to redeem the Units for cash, or the
Unit holder could be unable to exercise the redemption
right until his or her financial situation changes for the
better. Although some REITs will offer this sort of registration right, many are unwilling to assume the risk that
they might be unable to satisfy a redemption request by
delivering shares instead of cash. Ultimately, however, Unit
holders ought to be indifferent as to which method the REIT
uses to register their redemption shares of REIT stock,
since either method will provide them with the liquidity
they seek.

The underlying concept behind Funds From Operations
as a performance indicator for REITs’ operations was that,
because historically real estate assets do not diminish predictably over time, depreciation is not an appropriate charge
against a REIT’s operations. Likewise, sales of a REIT’s
assets or financial restructurings are not components of
operating real estate, and therefore, should not be considered in evaluating a REIT’s operations. Moreover, Funds
From Operations is not intended to be a substitute for net
income or cash flows from operations, which are computed in accordance with GAAP. Additionally, Funds From
Operations is not a measure of a REIT’s distribution-paying capacity. Funds From Operations is not reported within
audited financial statements, but it is typically disclosed
in the “Summary and Selected Financial Data” and the
“Management’s Discussion and Analysis of Operations and
Financial Condition” sections of a REIT’s annual and quarterly reports to the SEC and offering prospectuses.

A list of frequently asked questions regarding Units and
their securities and liquidity implications is attached as
Appendix G hereto.
V. Selected REIT Operational Issues and Topics
A. “Funds From Operations”
One issue that is often germane to REITs’ accounting
treatment is that of historical cost accounting for real estate assets.

B. REIT Share Transfer Restrictions

The basic long-standing presumption behind historical
cost accounting is that, in general terms, the value of any
business’s assets diminishes or depreciates over time in a
relatively predictable manner. For many businesses, this
assumption may be generally valid, but such is hardly the
case with real property, the values of which have risen or
fallen (at times, precipitously) with market conditions. As
a result, many investment bankers and real estate industry
leaders have criticized the application of the standard historical cost/depreciation accounting methodology to REITs
as being either misleading at worst or, at best, wholly irrelevant and meaningless.

In order to comply with the Code’s organizational and
ownership tests, shares of a REIT’s capital stock must be
held by a minimum of 100 persons for at least 335 days in
each taxable year, and additionally, during the second half
of each taxable year, no more than 50% in value of the
REIT’s shares may be directly or indirectly held by five or
fewer individuals. See Part II, “An Overview of REIT Federal Income Tax Considerations - REIT Organizational and
Ownership Tests” above. To ensure their qualification under these tests, many REITs include ownership and share
transfer restrictions in their charters, articles of incorporation and declarations of trust. While variations exist,
these restrictions generally assume two forms.

In order to rectify this issue, the REIT industry’s trade
association, the National Association of Real Estate Investment Trusts (“NAREIT”), has advocated a supplemental accounting measure for REITs’ operating performance,
called Funds From Operations. In theory, Funds From

One frequently used format for such restrictions provides that, subject to certain limited exceptions (including
underwriters in public offerings and “look-through” exemptions for institutional investors), no REIT shareholder
may own or be deemed to own more than a fixed percent-
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class being elected for a two or three-year term upon the
expiration of that class’s term. Besides affecting the shareholders’ ability to change control of a REIT all at one instance, staggered boards can also discourage offers or other
bids for the REIT’s stock at a premium over the then-current market price. Most, if not all, public REITs have also
provided in their charters and comparable documents for
the issuance of shares of preferred stock. The power to
issue shares of preferred stock is, in general, a matter left
to the sole discretion of the REIT’s board (so-called “blank
check” preferred stock). The issuance of preferred stock
may likewise have the effect of delaying or preventing an
outright change in control of a REIT.

age (frequently, between 8.0% and 9.9%) of the REIT’s
outstanding shares of stock. The REIT’s board may, it its
discretion, waive this ownership limitation if satisfactory
evidence is presented to it that a particular person’s ownership in excess of such percentage will not jeopardize
the company’s REIT status. If shares (a) in excess of the
limitation or (b) that would cause the Company to be beneficially owned by fewer than 100 persons are issued or
transferred to any person, the issuance or transfer will be
null and void, ab initio - i.e., from the outset of ownership
- and the intended transferee will acquire no rights to the
shares. Additional requirements are usually provided that
require any direct or indirect owner of 5% or more of the
REIT’s outstanding stock to provide such information as
may be necessary to ensure that the REIT continues to abide
by the Code’s REIT tests. Certain provisions allowing the
REIT’s board to redeem any stock held in excess of the
ownership limitation are also frequently included.

Further, since the 1980s, most states have enacted business combination, “greenmail” and investor protection statutes, which impose certain restrictions and mandate specific procedures regarding various kinds of takeover or
tender offers and business combinations. These may include restrictions on combinations with interested shareholders and share repurchases from major corporate shareholders. While many of these statutes require corporations to take conscious actions -- i.e., either to “opt in” or
“opt out”—of the statute’s protections, many REITs have
chosen to take advantage of these statutes’ protections if
available in their jurisdictions of organization or incorporation.

A recent variation on these share transfer restrictions
may also be encountered in newer REIT charters and comparable documents or amendment to those documents. In
addition to the percentage-of-ownership limits noted
above, this mechanism specifies that, in the event of a violation of the ownership percentage “ceiling,” any REIT
shares owned in excess of the prescribed limits will be
designated as “shares-in-trust.” These will be transferred
automatically to a share trust, ostensibly effective on the
day before the purported transfer of such shares occurred.
The owner will be required to submit such number of shares
to the REIT for registration in the name of the share trust,
and the shares-in-trust will remain issued and outstanding
shares, entitled to the same rights and privileges as all other
shares of the same class or series. The share trust receives
all distributions paid on the shares-in-trust and holds such
distributions in trust for the benefit of a charitable beneficiary, to be selected by the REIT. In exchange for this
transfer, the owner of the excess shares transferred to the
share trustee will generally be repaid the market value of
the shares.

Finally, the frenetic merger-and-acquisition activities of
the 1980s fostered the development of shareholder rights
plans -- i.e., “poison pills”—of various types as another
substantial deterrent to hostile takeover bids. Because of
the various existing antitakeover mechanisms noted above,
all of which are readily available to most REITs at little or
no cost, and the dictates of the marketplace (and underwriting investment bankers) when many REITs first “went
public,” many REITs originally decided not to implement
shareholder rights plans. Since the global financial crises
of August 1998, however, triggering fears of increased
hostile-takeover activity, and in the wake of several REIT
hostile takeover bids, a growing number of REITs -- 37
alone from the beginning of 1998 up to March 1999 -have adopted such plans as a further measure of added protection against unsolicited and unwelcome takeovers.

C. REIT Antitakeover Mechanisms
Possibly to a greater degree than is found in the average
“C” corporation, certain standard clauses in REIT charters,
articles of incorporation or declarations of trust and related organizational documents tend to limit or restrict the
ability of persons to undertake a hostile corporate takeover. The share transfer restrictions discussed above in
Part V. B, “REIT Share Transfer Restrictions” -- which also
contain general prohibitions on share transfers exceeding
10% of a REIT’s stock (and which, concomitantly, effectively prohibit any one person from buying a large enough
bloc of REIT stock to exercise effective control over the
REIT) -- provide one clear example of a REIT charter provision that can have the practical effect of precluding an
acquisition of control of a REIT by third parties without
board approval.

D. Conflicts of Interest and REIT Governance
In addition to SEC-required disclosures in various 1933
Act and 1934 Act filings regarding related transactions and
conflicts of interest, publicly owned REITs have additional
cause to scrutinize any potential conflict-of-interest scenarios. Among other examples, such conflicts frequently
arise with regards to (a) management and leasing of the
REIT’s properties by entities owned by or otherwise affiliated with members of the REIT’s management; (b) provision of services or office space to the REIT by affiliates
or to the affiliates by the REIT; (c) initial and ongoing acquisitions by the REIT of properties owned by members
of the REIT’s management or their affiliates; and (d) once
an affiliated property is acquired by the REIT, any subsequent decision as to whether or not to sell the property

Many REITs have also adopted classified boards with
staggered terms, with the directors or trustees for each

14

age is likely to continue to grow. Whether as a securities
practitioner with a large law firm, a lawyer advising small
real estate owners and potential sellers of property as to
their options in selling or financing real property transactions, or an investment banker, financial planner, or in-house
tax/transactional law practitioner, the growth and development of REITs affect corporate/securities and real property law practices at all levels.

(because the REIT’s decision as general partner of the
UPREIT or down-REIT partnership to sell a particular property will likely have serious tax implications to those limited partners who originally sold the property to the REIT
in the first instance).
One key mechanism to help avoid or mitigate such conflicts is through the selection of a board of directors or
trustees, a majority of whom are deemed to be independent -- i.e., to have a majority of the board’s members be
composed of persons who are not affiliated with or employed by the REIT, the UPREIT partnership, the REIT’s
predecessor or sponsor, or any subsidiaries of the REIT.
The presence of an independent board theoretically helps
to align more closely the interests of the REIT’s management with its shareholders. Many underwriters (and many
institutional investors, too, whose active investments in
REIT stocks, and sometimes vocal criticisms of a given
REIT’s performance, have played leading roles in the post1992 growth of the REIT market and in the fortunes of
many individual REITs) will insist on the establishment of
an independent board as a prerequisite to “take the REIT
public” in an IPO. NAREIT’s code of ethics similarly requires that a majority of independent directors or trustees
be used by its member REITs.

Hopefully, this primer will help provide the average practitioner and business person with a basic understanding of
REITs and their ins-and-outs and will demystify what has
been viewed by some as an arcane area and baffling of transactional practice.

In addition, many REITs provide in their organizational
documents -- particularly, their bylaws -- that decisions
regarding the sale of a property owned by a REIT, director
or trustee, officer or affiliate will be made solely by the
independent directors. Further, besides the applicable state
business code provisions and SEC rules regarding director and trustee conflicts and matters requiring independent board approval or shareholder approval, REIT boards
and officers must also ensure their companies comply with
stock exchange (notably, AMEX and NYSE) rules regarding shareholder approval of certain matters. Non-exchange
listed REITs that are not traded on the Nasdaq Stock Market must also pay attention to NASAA policies regarding
the administration and oversight of investment and borrowing practices. The presence and effective functioning
of independent audit committees, as a subset of each
REIT’s board to ensure independent and thorough review
of the REIT’s accounting policies and practices, is also a
prerequisite for sound REIT governance and accounting
practices, much as it is for any other corporation.
VI. Conclusion
Obviously, not all business persons and attorneys will
find themselves engaged in the forming, financing and maintenance of a REIT. Although they have been authorized
since 1960, the 316 public and private REITs in existence
at the end of 1998 represent a relatively small portion -approximately 11% to 12% -- of all commercially-owned
U.S. real property as of mid-1999.
Still, it seems clear that REITs are here to stay, regardless of economic downturns or real estate business cycles.
An ever-expanding portion of the domestic real estate market is being captured by REITs each year, and that percent-
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tions to this rule occur when a tax-exempt investor borrows to acquire REIT shares or when a REIT is closely
held by pension plans. On the other hand, when a partnership borrows to acquire its properties, a frequent consequence is that a portion of the income derived from the
partnership is considered to be UBTI.

Appendix F
A Brief Comparison of REITs and Real Estate Partnerships
A REIT is not simply a type of real estate partnership
(although UPREITs and down-REITs may utilize limited
partnerships in their structures). In fact, very significant
differences exist between the formation and operations of
these two types of business entity.

Fourth, the pro rata allocation requirements are significantly different between REITs and partnerships. In the
case of partnerships, income and expense items are not
required to be allocated pro rata to each partner. The partnership instead can make special allocations of particular
items or classes of items to specified partners as long as
there is compliance with the substantial economic effect
rules of the Code. A REIT can accomplish non-pro rata
allocations of income or expense on a more limited basis,
but it can only do so by creating special classes of stock.

The formation of the two entities differs in that a real
estate partnership ordinarily is relatively easier to organize than a REIT. This is because a REIT is required to
have at least 100 shareholders for at least 335 days of each
taxable year other than the year in which it first elects REIT
status under the Code. No similar requirement exists for
a partnership. Further, contributions of property to a REIT
are much more likely to be taxable than similar contributions to a partnership (e.g., diversification of investment;
liabilities in excess of basis).

Two crucial operating differences regarding taxes are
also worth noting. First, investor tax accounting and reporting is much simpler in the case of a REIT than in the
case of a partnership. A REIT shareholder generally accounts for his or her investment in the same way that he or
1 At the end of
she would for any other holding of stock.
each year, the REIT shareholder receives an IRS Form 1099
from the REIT that shows the amount of ordinary and capital gain dividends paid to him during the past year. An investor in a partnership, however, receives a much more
complicated Schedule K-1, which requires the partner to
report her share of the partnership’s income and expenses
on her own tax return.

Moreover, the operations of a REIT differ widely from
those of a partnership in a variety of ways, including income restrictions, pass-through expenses, unrelated business income taxes, and pro rata allocation requirements.
Additionally, a REIT differs from a partnership in its tax
computation and reporting, including a lower level of complexity for tax accounting and reporting and the lack of an
option to make a section 754 election under the Code. A
brief explanation of these differences is appropriate.

As noted previously in connection with taxes, a partnership has the ability to make a section 754 election, which
permits the partnership to adjust the basis of its assets to
match the corresponding changes in the partners’ basis in
their partnership interests resulting from sales of such interests. No such election, however, is available to REITs.
(It should be noted as a practical matter, though, that, in
the case of large partnerships, such elections are difficult
and expensive to implement.)

First, REITs and real estate partnerships face considerably different income restrictions. The types of income
that a REIT may earn are substantially restricted by the
75% and the 95% income tests (as explained in detail in
Part III, “An Overview of REIT Federal Income Tax Considerations”). For example, qualifying rents and interest
cannot be based upon the net income of the tenant or borrower. In addition, there are significant restrictions on the
types of services that a REIT can provide to tenants (other
than through an independent contractor) without disqualifying the rents received from the tenants. However,
nonpublicly-traded partnerships are not subject to any income restrictions. In order for a publicly-traded partnership to avoid being taxed as a corporation, at least 90% of
that partnership’s income must consist of passive-type income.
A second difference between REITs and partnerships occurs in passing through expenses. A partnership has the
disadvantage of passing section 212 expenses (e.g., advisory and administrative expenses) through to its partners
who are individuals, which pass-through procedure typically results in the realization of “phantom” income for
those partners. No such pass-through disadvantage, though,
occurs in the case of a REIT.
Third, REIT dividends, known as distributions, generally do not give rise to unrelated business taxable income
(“UBTI”) for tax-exempt investors, even where the REIT
must borrow to acquire its properties. The only excep-
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A: Generally, yes, but only after the Units have been held
for one year. The REIT may require an opinion of counsel
confirming that the private placement exemption relied
upon in the original transfer will not be jeopardized by the
distribution.

Appendix G
Some Frequently Asked Questions About Holding
Partnership Units in UPREITs *
1. Q: Why are my Units generally not transferable?

8.Q: If our selling partnership is not accredited, can the
deal be structured so that only the accredited investors take
Units, with the unaccredited investors taking cash?

A: Your Units are being issued to you in a private placement that is exempt from registration under the 1933 Act.
This exemption requires that the REIT restrict the transferability of the Units. The REIT will also want to ensure
that it retains adequate control over the identity and number of its UPREIT’s limited partners for tax and general
business reasons.

A: Yes. This is a situation frequently encountered by
many UPREITs, and while cash will be the only acceptable
consideration to be paid to such unaccredited investors,
each of the accredited investors can be issued Units in lieu
of cash. Another acceptable alternative combination may
involve the payment of both cash and Units as consideration to accredited investors.

2. Q: When will my Units be redeemable?
A: Generally, on the first anniversary of issuance.
3. Q: Can that holding period be shortened?

9.Q: Why can’t the REIT just file a shelf registration statement covering any redemption shares it might issue immediately after the closing of the acquisition?

A: No. The holding period is required to avoid the application of the SEC’s roll-up rules. Shortening the holding period (a) could result in the transaction becoming a
roll-up and (b) will prevent the REIT from filing a redemption shelf registration statement to register any shares issued upon redemption (although a resale shelf registration statement would still be available as an alternative).

A: The REIT has chosen to register the issuance of the
redemption shares to you, rather than your resale of the
redemption shares to the public. In that case, the SEC will
not permit the redemption shelf registration statement to
be filed more than two weeks before the first anniversary
of the issuance of the Units.

4. Q: Can I borrow against my Units, using them as collateral?

10. Q:Couldn’t the REIT file the shelf registration statement sooner if it registered the resale of REIT shares issuable upon the redemption of the Units?

A: Maybe. After the Units become redeemable, many
banks will be willing to lend against the Units as collateral. Some banks will lend against Units before they become redeemable. Most UPREIT umbrella partnerships’
agreements of limited partnership, however, have restrictions requiring the sole advance approval of the general
partner before such a pledge of Units as collateral can be
validly made.

A: Possibly. The SEC appears to be permitting this,
but the REIT may have problems with the transaction being treated as a roll-up, or it may face problems in issuing
the shares to you later in a private placement. Unless you
plan to redeem your Units on the first day possible, you
should prefer the method the REIT has chosen.
11. Q:When I’m ready to sell my redemption shares, do I
need to deliver a prospectus to the seller or the applicable
stock exchange or notify the REIT?
A: No. Unless you are an “affiliate” of the REIT, once
you have received the redemption shares, you may treat
them just like any shares of any other public company that
you might own.

5. Q: Why do I need to be an “accredited investor” to participate in a Unit transaction?
A: Most REITs determine to rely upon an exemption
from registration of the Units under federal and state securities laws. This exemption operates most efficiently
when only accredited investors participate.

* With appreciation to Randall S. Parks, who prepared and
shared with the author an earlier version of this appendix.

6. Q: My family partnership includes a number of
unaccredited partners. Can we still take Units?
A: Yes. If your family partnership itself is accredited
(i.e., if it has assets exceeding $5 million and was not
formed for the purpose of acquiring the Units), your partnership may still take Units as consideration for the sale
of its property to the UPREIT.
7. Q: Can our family partnership distribute the Units it receives in the UPREIT private placement to its partners (including unaccredited investors)?
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Press Release, Why A Paper Clip REIT? CapStar Hotel
Company and American General Hospitality Corporation
(Mar. 16, 1998).
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